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THREE VALUES 


ment cost by the cubic foot and the square foot methods, it may be in order 
to consider the application of these methods to the three key values with which 
the real estate appraiser is most vitally concerned, 


S INCE our last two Appraisal Bulletins were devoted to calculating replace- 


The prices of these three valuesare established in 
THREE KEY VALUES three distinct markets, namely: the construction 

market, the income market and the exchange mar- 
ket. These three markets determine the value or cost of replacement, the rent or 
price of use and the price in exchange or market price. From the prices estab- 
lished in these three markets the appraiser possesses the basis for determining 
MAXIMUM VALUE, VALUE and MARKET VALUE. The appraisal of all types of 
real properties involves all of these three values, 


Maximum Value, which includes the sum of the value of the land for its highest 
and best use, the replacement cost of the improvements and other unique values 
(such as historic values, etc.), represents the ceiling above which VALUE cannot 
«0, based on the theory that the value of any property cannot be greater than the cost 
to replace it. (See “A” on appraisal work sheet III, page 306.) 





Value is the capitalized sum or the present value of all future benefits of a 
property. VALUE is sometimes described as the price at which a seller would be 
justified to sell or a buyer would be justified to buy, regardless of whether actual 
conditions would warrant a price below or above VALUE. VALUE is also frequently 
synonymous with long-term investment value, stabilized value, justified value, 
etc. Either with or without such designations, VALUE is the most important item 
an appraiser is called upon to appraise. With certain special use properties whose 
use is not readily measurable by rent, VALUE is determined from MAXIMUM 
VALUE less the depreciation accrued during the expended useful life of the prop- 


erty. (See “B” on appraisal work sheet III, page 306.) 


The third important value, Market Value, represents the price that the property 
would bring as the result of a voluntary sale if the property were placed on the 
market. MARKET VALUE frequently carries with it a “surplus discount” (in a dis- 
tressed market) or a “scarcity premium” (in a scarcity market), This “surplus 
discount” is the amount deducted from the appraised value due to an oversupply of 
similar buildings, whereas the “scarcity premium” is the amount added to the 
appraised value by virtue of a scarcity of similar types of buildings, (See “C” 
on appraisal work sheet III.) 
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APPRAISAL WORK SHEET -II 


CONSTRUCTION COST 
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aA } T A c ( i 
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pescriP1ion— A two § y and full basement frame residence with frame interiar 
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on second fl is e-car frame garage attached, ae eres |} 
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At this point it will be helpful to distinguish between Market Value and Market 
Price, The following definitions are adapted from those published by the American 
Institute of Real Estate Appraisers: 








MARKET PRICE - The price paid for a property; the 
amount of money that must be given or which may be 
obtained at the market in exchange under the immediate 
conditions existing at a certain date, regardless of pres- 
sures, motives or intelligence. To be distinguished 
from “Market Value,” 


MARKET VALUE - The highest price estimated in terms 
of money which a property will bring if exposed for sale 
by a willing and well-informed seller in the open market 
allowing a reasonable time to find a willing purchaser 
who buys with knowledge of all the uses to which it is 
adapted and for which it is capable of being used, 


The essential difference between “Market Price” 
and “Market Value,” as above defined, lies in the 
premises of intelligence, knowledge, and willing- 
ness, all of which are contemplated in “Market 
Value” but not in “Market Price.” Stated differ- 
ently, at any given moment of time “Market Value” 
connotes what a property is actually worth and 
“Market Price” what it may be sold for, The a- 
mounts may or may not coincide, since current 
supply and demand factors enter strongly into “ Mar- 
ket Price.” 


Of these three values determined from prices in three different and distinct 
markets, VALUE and MARKET VALUE are the most important and fundamental in. 
concept, The former is the worth of a property from use and the latter represents 
its worth to command money in exchange. MAXIMUM VALUE is of great impor- 
tance, being a base or key value from which VALUE is often calculated; it is of 
more importance to the appraiser, however, than to the public. 


MAXIMUM VALUE 


In the determination of MAXIMUM VALUE, the appraiser must determine (a) 
the value of the land for its highest and best use; and (b) the estimated cost to re- 
produce the existing improvements under existing market conditions, 


The highest and best use of the land is its most 
HIGHEST AND BEST USE profitable use or that use which would create the 
greatest net return applicable to the land, Ina 
creat majority of cases, the actual development and use of the land is found to be 
its highest and best use. This is readily discernible to the experienced appraiser, 
In some localities that are undergoing a transition from an actual to a higher use, 
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APPRAISAL WORK SHEET -II 


APPRAISAL-NON INCOME BASIS 
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considerable study is necessary before the appraiser can reach a logical conclu- 
sion, 


There are several questions which the appraiser must answer to his own satis- 
faction before appraising land for a use higher than its actual use: (1) Is the land 
restricted in its use by deed or by zoning laws? (2) Does the proposed higher use 
appear to be the most logical and the most profitable use of the land after a de- 
tailed study of the location and its environment? (3) Do population growth or prob- 
able shifts in population and the surplus of like use space in the locality warrant 
the development of the land for this higher uze in the immediate future or would 
they indicate such higner use in the distant future? (4) Do current sales of simi- 
lar land tend to justify the appraised value of the land for such higher use? Prices 
obtained in some period in the past or the present asking prices are not a true in- 
dication of present value, In general, only conclusions which are based upon rea- 
sonable probabilities should be draw~; the consideration of possibilities leads to 
wishful thinking, 





Frequently the appraiser is faced with an apparently “shifting” highest and best 


use. For instance, at certain times in the real estate cycle the highest and best use 
of a piece of downtown property may seem to be a parking lot - at another time the 
highest and best use may seem to be a one-story “taxpayer.” Still further along in 
the cycle an eight-story office building may seem to fulfill the maximum require- 
ments, and at another time the erection of a 40-story building may seem to be the 
highest and best use, Naturally, the appraiser cannot choose all of these alternates 
and close attention should be directed to the real estate cycle, which will frequently 

a a help the appraiser choose the highest and best use for the properly over the long pe- 
r1oqa, 


The second item of MAXIMUM VALUE is the cost 
REPLACEMENT COST to reproduce the existing improvements or the cost 

to construct proposed improvements, The cost 
which the appraiser must determine is that estimated cost which would represent 
the lowest and best bid, had several competent contractors submitted bids to re- 
produce the existing improvements in the existing market, It is proper to add to 
construction costs such items as architect fees, taxes and insurance during con- 
struction, financing fees, etc., in estimating reproduction cost. Marketing costs 
are usually not included as a part of reproduction cost, but in theory the inclusion 
is justified. The greater his experience and the closer his contacts with material 
and labor costs, the more accurate will be the appraiser’s estimate; however, it is 
well known that competent contractors’ bids on identical plans and specifications in 
the same market show a large spread between the high and the low bid. 


There are several methods in estimating replace- 
METHODS OF ESTIMATING ment cost. The most accurate method is that em- 

ployed by the contractor who takes off bills of ma- 
terials, estimates hours of labor and secures bids from subcontractors on those 
parts of construction which require specialized skill, such as plumbing, heating, 
tile work, plastering, etc. This is a lengthy and expensive method and cannot prof- 
itably be used by the appraiser for general practice in his determination of MAXI- 
MUM VALUE. 
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The method next in accuracy is the unit cost method whereby the finished quan- 
tity of each type of construction is figured (such as foundation walls and brick walls, 
floors, partitions, etc.) and a unit cost applied to each, This is also a slow method 
and requires the appraiser to keep accurate records of unit costs for many types 
of construction, It is quite expensive if the appraiser uses this method exclusively 
in his appraisal work; however, it becomes necessary to use this method in part 
when properties vary from normal types. 


One of the better books on the above two methods is the Building Estimator’s 
Reference Book published by Frank R. Walker Company, Chicago, Illinois, 





A short-cut method is the application of a cubic foot cost to the actual cubic 
content of the building, The degree of accuracy in this method depends upon the 
care used in measuring the property and in estimating cubic content and upon the 
accuracy and appropriateness of up-to-date cubic foot costs possessed by the ap- 
praiser. We have discussed the method of arriving at cubic content and square 
foot area in the two preceding bulletins. 


One very valuable aid to our appraisal department are the up-to-date costs on 
several types of buildings kept by our research department, The research depart- 
ment estimates costs on various types of buildings each month by pricing (dealer-to- 
contractor, delivered-to-job price) all items in each building’s bill of materials, 
and by obtaining current wage information and subcontractor overhead and profit 
figures from companies actively engaged in the building industry. The costs thus 
obtained are divided by the cubic content of the building in order to find the cubic 
cost. These cubic costs are used by our appraisal department as a yardstick to ) 3 
measure cubic costs on similar type buildings. On page 309 is a table showing the 
changes in costs of our standard six-room frame house from 1913 through July 
1948. This is excellent material to use on an index basis to find the increase in 
construction costs for a two-story frame house, The cubic cost of the house is 
shown for several periods in the right-hand margin of the page. Most of the data 
necessary to estimate reproduction costs are found on our appraisal work sheet 
II on page 304. The total reproduction cost of a building very similar to the stan- 
dard six-room frame house is $15,550 (August 15, 1948). This cost includes garage, 
front and rear concrete stoops, concrete walks, architect fees, financing fees, etc. 
Appraisal work sheet III shows the value of the land to be $3,750; therefore, the 
maximum value of the property was $19,300. Certain depreciating influences (de- 
tailed on appraisal work sheet III) cause deductions of $3,100 from maximum value, 
Thus the value (or appraised value) is $16,200. To this value is added a scarcity 
premium of $800, giving a market value oi $17,000. 


If it were not for the depreciating influences in connection with the property, the 
maximum value figure would be the same as the value figure but not necessarily the 
same as the market value, (Market value might vary by the amount of scarcity 
premium or the surplus discount.) This method, while applied to a small residence 


for illustrative purposes, is the same for all types of properties, regardless of 
size. 
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